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KEY ECONOMIC INDICATORS: HONG KONG 


Value in US$ million at pawns Ex Rates: 
current prices unless 1986 Jan-Mar 1=HK$7 .808 1984 Jan-Nec US$1=HK$7 .818 
otherwise stated 1985 Jan-Dec US$1=HK$7 .791 1983 Jan-Dec US$1=HK$7 .273 


en es 

GDP @ Constant. 1980 Prices (US$ Bil) 

GNP Per Capita, Current Prices (US$) 

GNP and Capita, Constant 1980 Prices 
(US$) 


PRODUCTION (=DOMESTIC EXPORTS) 

varments 

Electronic Products 

Electrical Machinery & Appliances 

Telecomminications Equipment 

Office Machines 

Watches & Clocks 

Textiles 

Plastic Toys & Dolls 
Registered Manufacturing Employment ('000) 
Registered Manufacturing Vacancies ('000) 
Overall Real Wage Index (March 82=100) 
Tourist Arrivals ('000) 2,758 3,182 
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MONEY & PRICES 

Total Money Supply (M2 US$ Bil) 354 40 .2 

Total Money Supply (M3 US$ Bil) 42 8 49 .7 

External Public Debt (At end-March of the year) 42.9 49 9 

Prime Lending Rate (7) 11 5-16 85-17. 6.0-10.5 
Consumer Price Index (A) (Oct 79-Sept 80=100) 143.2 154 9 159 8 


FOREIGN TRADE 

Tiomestic Exports to World (FOB) 
ToUS. 

Re-exports to Wrld (FOB) 
ToUS. 

Imports from World (CIF) 
From US. 


TRADE WITH U.S. IN 1985: 

Exports: Garments 3,181 8 Imports: Electrical Machinery 
Electronic Products 1,573. Office Machines 
Electrical Machinery 668.9 Tobacco Manufactures 
Plastic Toys & Dolls 529.1 Vegetables & Fruit 
Watches & Clocks 479 6 Trans 


Telecommunicat ions mauraeaiiir als 92.5 


Equipment 475 9 Textile Fibers aA 
Office Machines 474 0 


Textiles 142 4 


* Provisional estimates 
** Preliminary estimates 
*kk Calculated in HK$ terms 





SUMMARY AND OUTLOOK 


HONG KONG'S ECONOMY IN 1985: The past year was a disappointing 
period for the Hong Kong economy, characterized by substantial 
declines in domestic exports, weak consumer spending and a 
significant contraction in public sector spending. The 6 
percent decrease in domestic exports was caused by the slowdown 
in the growth rates of Hong Kong's major overseas markets, 
particularly in the United States, combined with a reduction in 
Hong Kong's export competitiveness abroad resulting from the 
relative appreciation of the Hong Kong dollar against other 
major currencies. Declines in domestic exports coupled with 
weak consumer and public sector spending led to real growth of 
the gross domestic product (GDP) in 1985 reaching only 0.8 
percent. There were some bright spots, however, including a 
large increase of 25 percent in re-exports, a low rate of 
inflation of 3.2 percent and a reduction of the unemployment 
rate to 3.2 percent (which is considered as effective full 
employment by the government) . 


FINANCIAL MARKETS: The Hong Kong dollar, pegged to the U.S. 
dollar, remained essentially stable against the greenback. On 
a trade-weighted basis, the Hong Kong dollar depreciated 6 
percent against most major currencies at year-end 1985 over 
1984 as a result of the weakness of the U.S. dollar. The stock 
market was active and rose for most of 1985, aided by political 
optimism and the revival of the property market. Conditions in 


the residential property market appeared to have stabilized in 
the latter part of 1985, after a resurgence of trading activity 
earlier in the year. The commercial property market has 
gradually digested the earlier over-supply of accommodation. 
Demand in the industrial property market was mainly 
concentrated in high-quality industrial space. 


HONG KONG - PRC TRADE: Although Hong Kong's domestic exports 
to other major markets decreased in 1985, those to China 
increased and China became the largest trading partner with 
Hong Kong in 1985, with total bilateral trade rising 27 percent 
to US$15 .4 billion. China's more liberal economic policies and 
increasing links with Hong Kong have contributed to the 
substantial growth of domestic exports to this market. Hong 
Kong is also becoming increasingly important as an entrepot for 
trade between China and the rest of the world. Re-exports from 
Hong Kong to and from China increased 43 percent. Prospects 
for this trade for the near-term future are not bright, 
however, as a result of stringent controls imposed by China on 
the use of foreign exchange to finance trade in consumer 

goods. Visitors (both local and foreign tourists) who traveled 
from Hong Kong to China in 1985 totaled 11.8 million -- a 37 
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percent increase over 1984. This travel provided substantial 
foreign exchange for China. 


PROSPECTS FOR U.S. FIRMS: U.S. firms can benefit from Hong 
Kong*s industrial diversification efforts by aggressively 
pursuing the markets generated by Hong Kong's needs. Best 
prospects for U.S. exports to Hong Kong include security and 
safety equipment, packaging equipment and materials, health 
care equipment, sophisticated electronic components and 
consumer products such as food, wearing apparel, home 
furnishings and appliances, building hardware and supplies. 


OUTLOOK FOR 1986: Although economic growth in 1985 was 
disappointing, the Hong Kong Government expects somewhat 
stronger growth in 1986, based on an expected higher level of 
U.S. economic growth and improved growth in most of Hong Kong's 
major trading partners. At the same time, the depreciation of 
the Hong Kong dollar in the latter part of 1985 will help to 
enhance the price competitiveness of the territory's domestic 
exports in Europe and Japan. The final positive factor will be 
the gradual decline in world crude oil prices in late 1985 and 
early 1986, which should help boost world economic growth and 
the export-led growth of the Hong Kong economy. On the other 
side of the coin, the stringent controls on foreign exchange 
availability in China will produce reductions in Hong Kong's 
exports and re-exports to that market. The Hong Kong 
government has forecast real growth rates of 5 percent for GDP 
and 8 percent for domestic exports for 1986. The depreciation 
of the Hong Kong dollar in the latter part of 1985 and in early 
1986 is likely to exert mild inflationary pressure on the local 
economy. Thus, the inflation rate, as measured by Consumer 


ona Index (A), is expected to average about 5 percent for 
1986. 


Within the manufacturing sector, firms in the textiles and 
apparel industry, which have benefitted from market shares 
protected by large quota allocations and which have fared 
better than other industries, are expected to enjoy moderate 
growth for 1986. Firms in the electronics industry also share 
expectations of some improvement resulting from U.S. inventory 
rebuilding and an expected increase in orders from European 
markets. 


With manufacturing orders-on-hand averaging 4.2 months in 
December, 1985 and the trend towards more brisk U.S. sales in 
late 1985 together with a pick-up in European markets in recent 
months, most local industrialists expect a moderate growth rate 
of orders-on-hand at least for the first half of 1986 . 
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The following table contains the Hong Kong government estimates 
of key economic indicators in 1985 and its forecasts for 1986: 


Key Economic Indicators for 1985 and 1986 
1985** 1986+ 


Total Exports of Goods ‘ +6 .0% 
Domestic Exports +8 .07% 
Re-exports 0% 


Imports of Goods 07% 
Exports less Imports of Services 07 
Gross Domestic Product (GDP) ‘i 0% 
Per Capita GDP (HK$) ; .0% 
GDP DNeflator ‘i 0% 
Consumer Price Index (A) .0Z% 


Notes: **; Preliminary Estimates 
+ ; Budget Forecasts 
Figures are computed from data in real HK$ terms. 


CURRENT ECONOMIC SITUATION AND TRENDS 


The performance of the Hong Kong economy in 1985 was 
disappointing, as a result of substantial declines in domestic 
exports. The drop in the territory's exports was due to the 
slackening of demand from its major export market -- the United 
States -- coupled with the relative strength of the Hong Kong 
dollar against other major currencies, which reduced the 
competitiveness of Hong Kong's products in other world 
markets. The slow growth during the year, however, did not 
have substantial lnk on the welfare of Hong Kong's 
citizens, as it was accompanied by lower inflation and 
virtually no unemployment. 


FOREIGN TRADE 


DOMESTIC EXPORTS: In 1985, domestic exports dropped 6 percent 
to a value of US$16.7 billion. This decline was largely 
attributable to the slowing down of the U.S. economy and the 
appreciation of the Hong Kong dollar against other major 
currencies, which lessened the export price competitiveness of 
Hong Kong's products abroad. Although the U.S. economy showed 
signs of picking up speed later in 1985 and the Hong Kong 
dollar declined in value with its U.S. counterpart after the 
September 1985 decision by major central banks to intervene in 
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foreign exchange markets, these developments occurred too late 
to be reflected in the 1985 statistics. On a month-to-month 
basis, however, a substantial turnaround was evident in 
November and December. During those months, exports rose l 
percent over their level in the same months in 1984 -- a sharp 
contrast to the 7 percent decline in the first ten months of 
the year. 


MAIN MARKETS: In 1985, US$7.4 billion (or 44 percent) of Hong 
Kong’s domestic exports went to the United States. China, Hong 
Kong's second largest export market, absorbed 12 percent of the 
territory's exports. The United Kingdom and West Germany each 
took about 7 percent while Japan, Canada, Australia and 
Singapore together accounted for another 11 percent. US$3 .3 
billion (or 20 percent) went to the rest of the world. 


The China market for Hong Kong's exports has increased 
sevenfold in four years, reaching US$2 billion in 1985. While 
the lion's share of exports to China are consumer goods, joint 
venture activities in compensation trade and processing 
arrangements between China and Hong Kong have contributed to 
the rapid growth of this market, to which Hong Kong exports raw 
materials and semi-manufactured goods, notably including 
textile yarn, fabrics and made-up articles as well as 
telecommunications and sound recording equipment. 


The growth rate in exports to China slowed markedly during the 
course of the year, as restraints on the availability of 
foreign exchange enforced by the Chinese government reduced the 
ability of enterprises to acquire Hong Kong goods. During 
November and December, exports to China actually declined 6 
percent from the previous year's level. 


PRODUCTS: The traditionally dominant textile and apparel 
sector accounted for 41 percent of Hong Kong's total domestic 
exports of US$6.8 billion in 1985, a 4 percent decrease from 
1984. Most of the textile exports were apparel which went to 
the United States, West Germany and the United Kingdom. 
Non-apparel textile products were exported to China and other 
countries. Other major exports included electronic products 
(US$3 .5 billion) and watches and clocks (US$1.2 billion) . 
Plastic toys and dolls and household electrical appliances 
together accounted for another US$2.2 billion. Over the 
period, the value of these exports dropped 7 percent. 


RE-EXPORTS: Goods transhipped through Hong Kong are classified 
as “re-exports'" by the Hong Kong Government if they are 
repacked here or have some slight amount of value added to 
them. (Other goods are considered to be "transhipped", but not 
re-exported", if they are simply off-loaded from one vessel to 





és 


another.) Trade in the re-export category increased by 25 
percent to reach US$13.5 billion in 1985 . These shipments -- 
predominantly textiles (yarn, fabrics and apparel) and 
electrical equipment -- are usually destined for markets in 
East Asia. Shipments to China, Hong Kong's largest re-export 
market, rose by 65 percent to US$2.3 billion. Although this 
rate was substantially lower than the astounding 141 percent 
increase in the first half of 1985, re-exports to China still 
constituted 44 percent of the territory's total re-exports. 
Many of these goods originate from developed countries: Japan 
and the United States respectively provided 32 and 10 percent 
of the goods re-exported to China through Hong Kong in 1985. 


China also remained the most important source of Hong Kong's 
re-exports, although growth in this trade was considerably more 
moderate than in re-exports to the PRC. The value of Chinese 
goods re-exported through Hong Kong to the rest of the world 
grew a nominal 23 percent to US$4.4 billion. Shipments of 
re-exports from China to the United States via Hong Kong 
totaled US$1.4 billion while Taiwan, Singapore, Japan and 
Indonesia each absorbed about US$202 million. 


Recent moves by the Chinese government to conserve foreign 
ee oe gee abroad constrained growth in this 
trade in the second half of 1985. In the last two months of 
1985, re-exports to China via Hong Kong dropped 5 percent over 
their level in the same months in 1984, in contrast to the 
substantial 89 percent increase in the first ten months of the 
year. 


The Hong Kong Government forecasts real growth in re-exports of 
4 percent for 1986, but attainment of this level will depend to 
a large degree on the stringency of Chinese foreign exchange 
controls. 


IMPORTS: Goods imported into Hong Kong include raw materials, 
semi-manufactured goods, consumer goods, capital goods, 
foodstuffs and fuels. During 1985, the value of total imports 
showed a nominal 4 percent increase to reach US$29.7 billion. 
China maintained its position as the leading supplier, with 
shipments valued at US$7.6 billion (up 6 percent). Japan came 
second with US$6.8 billion (up 2 percent). On the other hand, 
imports from the United States, the third largest supplier, 
dropped 10 percent to US$2.8 billion. Unlike imports from 
China, about half of which are re-exported, most imports from 
the United States (70 percent) are retained here rather than 
re-exported. 


RETAINED IMPORTS: Due to sluggish manufacturing and industrial 
activities, Hong Kong's retained imports showed a decrease of 9 
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percent in 1985. Retained imports of capital goods dropped 8 
percent in nominal terms during the year, reflecting low 
capital investment during a period of sluggish economic 
activities. 


BALANCE OF TRADE: Since total exports grew faster than total 
Imports, the visible trade gap (the portion of the value of 
total imports not covered by receipts from total exports) 
shifted significantly from a deficit of US$247 million in 1984 
to a surplus of US$479 million in 1985. 


INVISIBLE TRADE: Hong Kong draws great benefits from trade in 
services from which it usually enjoys a substantial surplus. 
Firms in the services sector engaged in the wholesale/retail 
and import/export trades experienced strong growth in the early 
part of the year based on growing entrepot trade with China. 
Exports of these trade-related services appear to have grown 
rapidly in the past two years, although with China restraining 
imports, prospects for further near-term growth in this sector 
are cloudy. 


Exports of financial services also provide considerable 
benefits to the Hong Kong economy. The territory provides a 
haven for capital from throughout the Asia-Pacific region, 
facilitated by government policies that allow totally free 
movements of capital and require banking secrecy under most 
circumstances. Sales of these services to overseas customers 
have increased in the past year after the signing of the 


Sino-British Joint Declaration on Hong Kong's future. This 
formal signing reinforced investors' confidence in the 
stability of the territory's financial system. 


Tourism is also flourishing in Hong Kong. The number of 
tourist arrivals in 1985 increased 9 percent to 3.4 million, 
about 19 percent of whom came from the United States. Tourist 
spending in the territory reached US$1.9 billion, about US$438 
million of which came from Americans. The hotel occupancy rate 
averaged 88 percent during the year, but reached 
full-to-overflowing during the September-to-December peak 
season. While Hong Kong now has about 18,180 hotel rooms, the 
current tight supply of rooms has encouraged several new hotel 
projects now under construction in the territory, which are 
expected to bring about an increase to 20,500 rooms during the 
next twelve months. 


LABOR 


The seasonally adjusted unemployment rate remained stable 
during 1985. Official statistics showed a slight decrease, 
from 3.3 percent in the first quarter to 3.2 percent in the 
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fourth quarter of the year. The Hong Kong Government considers 
this to be effectively full employment. 


With export industries suffering from weak sales, employment in 
the manufacturing sector at end-September 1985 declined 6 
percent, to 848,900. During this period, decreases in 
employment were recorded for most of the major industries, 
including electronics, watches and clocks, plastics, wearing 
apparel and textiles by 23 percent, 9 percent, 6 percent, 4 
percent and 1 percent respectively. 


The decline in manufacturing employment was offset by strong 
growth in employment in the services sector. At the end of 
September, 1985, employment in the import/export trades 
increased by 16 percent to 187,682, and in the finance, 
insurance, real estate and business services sector by 7 
percent to 179,249. 


Employment in the building and construction industry, still 
suffering from the effects of the 1982-83 slump in the property 
market and the coincidental completion of the Mass Transit 
Railway and contraction of government construction projects 
last year, decreased by 5 percent in the twelve months ending 
September, 1985. 


Earnings of workers as measured by payroll per person engaged 
in the manufacturing and service sectors increased 5 percent 


and 6 percent respectively in real terms for the comparable 
period. Real earnings for construction workers rose only l 
percent. 


INFLATION: Inflation, as measured by Consumer Price Index (A), 
fell dramatically to 3.2 percent in 1985. This low inflation 
rate was due to the relative strength of the Hong Kong dollar 
against the currencies of the territory's major supplier 
countries, the continued easing of oil and world commodity 
prices and the moderation of inflation of Hong Kong's major 
trading partners during the year. With the Hong Kong dollar 
now declining in value because of its linkage to the U.S. 
dollar, the government forecasts a small increase in the 
inflation rate for 1986, to about 5 percent. 


INDUSTRIAL SECTORS 


TEXTILES AND APPAREL: Textile and apparel exports decreased by 
4 percent in U.S. dollar terms in 1985. The combination of 
shrinking sales of traditional textile and apparel items to the 
territory's major markets, price competition from firms 
overseas (particularly for the wearing apparel industry), 
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controversial import restrictions and an expensive 
restructuring of the industry led to sluggish business and 
declines in export volumes during the year for textile and 
apparel manufacturers. Firms in this sector generally reported 
a fall in the level of capacity utilization in the first half 
of 1985, but attained slight improvement in the second half of 
the year. 


A major problem for the apparel industry during the year was 
adjustment to the revised U.S. rules of origin, finalized in 
April 1985, which affected mainly Multi-Fiber Arrangement (MFA) 
fabrics. The rules required that Hong Kong manufacturers stop 
making MFA sweaters from panels knitted in China's Guangdong 
Province. Major new investments in advanced machinery were 
required to move production of these panels back to Hong Kong. 
At the same time, however, the fact that the new rules did not 
affect trade in non-MFA fibers allowed many manufacturers to 
diversify their product lines and convert their Chinese joint 
ventures into production of non-quota sweaters. Therefore, 
while the new rules required substantial investments, their 
disruptive impact on Hong Kong's industry was limited to the 
uncertainty they created during the first part of the year. 


Good news for this crucial sector came in the form of President 
Reagan's veto of the Jenkins/Thurmond "Textile Trade 
Enforcement act of 1985"' in December. The bill would have cut 
Hong Kong's overall textile sales to the U.S. by about 20 
percent and would have cost the territory hundreds of millions 
of dollars. Despite the veto, however, the local industry is 
still concerned that protectionist sentiment continues in the 
U.S. Hong Kong's bilateral agreement with the European 
Community is due to expire at the end of 1986, and the industry 
views with apprehension the possibility of combined attempts by 
the U.S. and EC to further restrain Hong Kong's exports. 


The oe term development of the local apparel industry is 


constrained by its dependence on restrained markets. Industry, 
supported by the government, is making continued efforts to 
innovate, diversify and upgrade its products to compete in 
overseas markets. The government has announced its intention 
to commission a major economic and marketing study to assess 


the needs of the local industry and appraise possible future 
directions. 


For the short term, industry consensus predicts that the 
textile and — soeueer for 1986 will enjoy moderate 
growth -- slightly better than that in 1985. Assisted by the 
decline in the value of the Hong Kong dollar, major efforts are 
being made to penetrate the difficult Japanese market and to 
increase sales in major European markets. At the same time, 
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sales to the U.S. should benefit from a higher level of 
economic growth and inventory rebuilding. 


ELECTRONICS: Hong kong 's electronics industry is essentially 
an assembly industry with components imported for assembly into 
finished. products for export. As in textiles, the United 
States is the most important market, taking about 45 percent of 
Hong Kong's electronics exports. Due to the worldwide slump of 
the electronics and semi-conductor industries, combined with a 
fall in the U.S. demand for micro-computers, the value of Hong 
Kong's electronics exports dropped 13 percent in 1985. Some 
large and expanding local electronics companies -- such as Elec 
& Eltek and Lambda Technology -- suffered sluggish business 
last year as a result of the downturn in the telephone and 
telecommunications peripherals market in the U.S. For many 
local companies; particularly for those undertaking 
sub-contract work for consumer electronics products, the past 
year highlighted some of the dangers of chasing after mass 
market products subject to consumer fads, concentrating on 
sub-contracting for single buyers and generally following the 
market rather than endeavoring to be up with the leaders. 


For next year, the current U.S. inventory rebuilding and an 
expected increase in orders from the European markets should 
reverse the slump, and moderate growth in the local electronics 
sector is hoped for, although the performance in the first half 
of the year is not expected to show any dramatic new 
breakthrough. 


TOYS: Toy production is Hong Kong's third largest industry, 
although the territory is the world's No.l toy exporter. The 
United States remained the largest market, accounting for 
almost 60 percent of the territory's toy exports. However, 
exports to the U.S. in 1985 were down by 19 percent, with 
global exports down 17 per cent, as a result of excess 
inventories in the U.S. coupled with a slowdown in U.S. and 
European economic growth. In contrast, shipments to the China 
market recorded a 62 percent increase during the year, although 
it is worth noting that 70 percent percent of Hong Kong's toy 
exports to China comprised doll parts and accessories, which 
were actually semi-manufactured inputs for Chinese production. 


For 1986, there appears to be a consensus within the industry 
that better growth is expected, particularly in the European 
market because of the weakening of the Hong one dollar against 


other major currencies. Statistics are expected to continue to 
record very high levels of growth in shipments to the China 
market, with an increase in cross-border production 


arrangements carried out by Hong Hong toy manufacturers in 
China. 





THE FINANCIAL SECTOR 


DEPOSITS AND MONEY SUPPLY: Hong Kong's money supply is made up 
of both Hong Kong dollar and foreign currency components. In 
1985, there was a switch of deposits from Hong Kong dollar to 
foreign currency accounts, probably due to the generally higher 
overseas interest rates and concern about possible declines in 
the value of the local dollar vis-a-vis the European and 
Japanese currencies. At the end of December 1985, Hong Kong 
dollar deposits with all deposit-taking institutions (banks & 
NTCs) increased 10 percent (in HK$ terms) over the end of 1984 
to US$27.2 billion whereas foreign currency deposits increased 
35 percent to US$30.4 billion. At the end of 1985, the ratio 
of foreign currency deposits to those in Hong Kong dollars was 
$3347. 


The switch from one currency to another caused considerable 
fluctuation in the Hong Kong dollar component of the money 
supply. During the year, Hong Kong dollar money supply 
(broadly defined M3) grew by 12 percent against the 23 percent 
growth of the total money supply (Hong Kong dollars and foreign 
currencies) in HK$ terms. 


One other factor affecting the movement of Hong Kong's money 
supply is the increasing use of the Hong Kong dollar as a 
medium of exchange and store of value in China. According to 
published estimates by Qian Jiaju, a leading Chinese economist, 
as much as 20 percent of the total amount of Hong Kong currency 


in circulation might be in China. Growing demand for Hong Kong 
dollars in China could affect the future development of Hong 
Kong's monetary system. 


BANKING AND DEPOSIT-TAKING ACTIVITIES: At December 31, 1985, 
Hong Kong had 143 licensed banks (79 foreign banks -- of which 
20 American, 31 local Chinese and 13 mainland Chinese banks) . 
They maintained a total of 1,394 branches holding US$47.1 
billion in deposits from customers. In addition, there were 
278 registered and 35 licensed deposit-taking companies (DTCs) 
which have a lower capital requirement, can accept only time 
deposits above a certain amount, and are euabatty subject to 
less regulation. They also offer slightly higher interest 
rates to attract deposit customers. The total liabilities of 
all the deposit-taking institutions (banks and licensed and 
registered DTCs) amounted to US$200 billion at the end of 
December, 1985 -- a 23 percent increase from the comparable 
1984 level in U.S. dollar terms. 


The local financial sector continued to experience serious 
difficulties in 1985. The event of greatest significance was 
the insolvency of the Overseas Trust Bank (OTB), whose 
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acquisition in early June cost the government more than US$256 
million (about HK$2 billion). This was the government's second 
takeover of a major financial institution in less than two 
years, and, while officials said they considered the takeover 
necessary in order to protect the interests of depositors and 
to safeguard the integrity of Hong Kong's financial system, 
there was substantial criticism of this use of taxpayers' 
funds. 


Following hot on the heels of the Overseas Trust Bank episode, 
in mid-June last year, the Hong Kong and Shanghai Bank and the 
Bank of China jointly extended financial backing to the Ka Wah 
Bank -- a locally incorporated bank -- to quell rumors about 
its liquidity problems. Ka Wah was heavily involved in problem 
loans to troubled Singaporean and Malaysian firms, and to save 
the bank, it was acquired by the PRC-owned China International 
Trust and Investment Co. (CITIC) in early 1986. 


Other small banks also had difficulties during the year. 
Several sought to strengthen their base through mergers with 
other banks. A notable example was the Arab Banking 
Corporation's acquisition of a 75 percent stake of Sun Hung Kai 
Bank for US$48 million (about HK$327 million) in April last 
year. At the end of last year, Wing On Bank also announced a 
plan for capital restructuring to bring in a stronger partner. 
This restructuring plan resulted in the acquisition of a 5l 
percent majority stake of Wing On Bank by Hang Seng Bank for 
US$51 million (about HK$400 million). 


In recent years, DTCs have experienced difficulties owing to 
over-exposure to the property market, mismanagement, the lack 
of bank backing and inadequate staff training. The winnowing 
of this sector continued in 1985. The financial sector 
witnessed the failure of several dormant DTCs -- including 
Dominican Finance Ltd., Asean Merchant Credit and Investment 
House Ltd., Asiavest Ltd., Great Eagle Finance Co. Ltd., 
American United Finance Ltd. and Imex Finance Ltd. 


Failures in the financial industry have led the government to 
propose a major reform of its banking regulatory system. The 
mr Kong Executive Council has recently endorsed a new Banking 
Bill, which is the end product of the government's review of 
prudential supervision and extensive consultation with the 
industry over the past year. A number of the bill's provisions 
represent new departures. The main new provisions, or 
substantial changes to existing provisions, relate to the 
reater flexibility and discretionary power of the Banking 
ommissioner to supervise local banking institutions, 
enhancement of audits and institution of new capital-to-risk 
assets and liquidity ratios. The local banking community 
generally welcomed the introduction of the Bill and it is 
expected to be passed by the early summer of this year. 
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The past year has also seen lively discussion of proposals to 
establish a government-backed discount window to lend to the 
banking sector. However, such an idea would imply endowment of 
the operator with some of the characteristics of a central bank 
and the government says it sees no immediate need for setting 
up such a body. However, with influential bankers -- including 
the head of the Bank of China's Hong Kong-Macau regional office 
-- supporting such a plan, discussion is likely to continue. 


LOANS AND ADVANCES: Demand for loans remained weak in 1985. 
Total [oans and advances made by all deposit-taking 
institutions (banks & DTCs) grew by a modest 5 percent to 
US$56 .6 billion during the year. With ample funds available 
for lending, the local banking sector's principal difficulty 
has been finding credit-worthy borrowers. 


EXCHANGE AND INTEREST RATES: With its linkage to the U.S. 
dollar, the Hong Kong dollar remained essentially stable in 
1985, moving within a narrow range of HK$7.754 to HK$7 .806 per 
U.S. dollar. However, interest rates moved to acommodate 
imbalances in exchange markets. An inflow of funds into the 
territory during the year produced a decline in Hong Kong 
dollar interest rates, which remained well below U.S. rates 
through 1985. In the middle of the year, there was some 
speculation on a possible revaluation of the Hong Kong dollar, 
which exerted upward pressure on the local currency in July and 
for most of August. This produced successive reductions in 
Hong Kong dollar interest rates in late July, thus restoring 


balance. At the end of December, 1985, the passbook — 
rate was 2 1/4 percent. The prime rate also dropped from I[1 
percent at year-end, 1984 to 7 percent in early September of 
1985. 


The local currency did drift down against other major 
currencies, in tandem with the U.S. dollar. Ona 
trade-weighted basis, the Hong Kong dollar ended 1985 6 percent 
below its year-end 1984 level against a basket of major 
currencies, reflecting the weakness of the U.S. dollar. 


While some voices have been raised in financial circles urging 
a change in the current exchange rate system, the Hong Kong 
government has repeatedly stated that it has no intention of 
revising or abolishing the pegged rate in the near future. 

This position, combined with the success of the linkage of the 
local currency to the U.S. dollar, will reinforce the stability 
of the Hong Kong dollar at least in the near-term. 


THE STOCK MARKET: The stock market was active in 1985. The 
market rose sharply, continuing a which began in the last 


quarter of 1984, and supported by political and economic 
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optimism. The Hang Seng Index rose 46 percent from 1,200 at 
year-end 1984 to 1,752 Te May, 1985 (the highest since August 
1981) . The advance was aided by a substantial inflow of 
Southeast Asian capital, reductions in local interest rates, 
and a generally favorable corporate profit picture. Trading 
volume on the stock exchange increased 56 percent in U.S. 
dollar terms in 1985 over 1984. Total turnover on the four 
exchanges amounted to US$9.7 billion. 


THE PROPERTY MARKET 


The property market showed clear signs of recovery in 1985. A 
number of favorable economic factors such as the increase in 
real incomes following the buoyant economic performance in 
1984, the fall in property prices and rentals over the past few 
years to more realistic levels and several reductions in 
mortgage rates contributed to a resurgence of interest in 
buying property. 


In 1985, the supply of all kinds of new private property 
increased 51 percent. The supply of new private residential 
property increased substantially by 134 percent while that of 
new private industrial property increased by 19 percent. On 
the other hand, that of new private commercial property 
decreased by 3 percent, reflecting the continuing oversupply in 
major commercial districts. 


Land sales were active in the first part of 1985, although the 

rate slackened considerably in the latter part of the year. 

There were no sales for about three months from June to 

September pending the finalization by the Sino-British Land 

Commission of the documentation of new lease terms for future 

land sales. mcs: the year, the government offered for sale 
° 


at Crown land auctions and by tenders a total of 25 hectares of 


oa “3 which 23 hectares of land were sold in the first half 
of 1985. 


With relatively low rates, renewed interest in government land 
sales and construction projects and progressive depletion of 
the oversupply of office space evident in previous years, 
ae developments in this sector are expected to continue 
for 1986. 


THE PUBLIC SECTOR 
During 1985, public sector capital expenditure on building and 


construction (defined to include expenditure by the Mass 
Transit Railway Corporation, the Kowloon-Canton Railway 
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Corporation and the Housing Authority) decreased by 22 percent 
in real terms, due to the completion of public work projects 
and the major part of the Mass Transit Railway Island Line 
during the year. The decrease in public sector capital 
expenditure imparted a contractionary thrust to the local 
economy, and helped contribute to slow growth in GDP in 1985. 
In national accounts terms, the ratio of consolidated public 
sector capital expenditure has fallen from the average of 6.6 
percent in 1980-83 to the present level of about 4 percent. 


In general, the Hong Kong government has adopted a conservative 
fiscal policy to keep growth of the public sector below that of 
the overall economy. As the government expects real GDP growth 
of 5 percent for 1986, it plans to keep the public sector's 
share of GDP at a steady level of 16 percent in FY86-87, 
similar to that in FY85-86. 


According to the gqwecnnent plan, FY86-87 will see the budget 
generating a small surplus of US$45 million, evidence of 
substantial progress after four years of budget deficits. 


IMPLICATIONS FOR THE UNITED STATES 


After a lackluster performance in 1985, Hong Kong's economy is 
projected to improve in 1986, bringing with it increasing 
opportunities for U.S. exporters. Despite its small 
population, Hong Kong's large per capita income and its role as 


Asia's most important port and commercial gateway to China 
ensure a sustained market for American exports. Hong Kong was 
the 17th largest market for American products in 1985, 
importing almost US$600 worth of U.S. products per capita. 
This was greater than the amount imported from the U.S. per 
capita by the EEC countries, Japan, and Australia. 


The Hong Kong Government remains committed to free trade and 
the market is open to all suppliers. There are few import or 
export restrictions. Tariffs are imposed on only six 
commodities -- tobacco, alcoholic liquors, hydrocarbons, methyl 
alcohol, cosmetics and some soft drinks. In addition, a very 
stiff first registration tax holds down motor vehicle imports. 


This free trade system practiced with minimal government 
interference has ensured that Hong Kong is the most competitive 
market in the world, and U.S. firms face tough competition from 
many different sources. In order to succeed in Hong Kong, U.S. 
companies must offer competitive prices as well as guaranteed 
delivery dates and after-sales service. Local firms and agents 
need to be assured that new U.S. firms will remain committed to 
the Hong Kong market and serve as a reliable source of supply 
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regardless of economic swings in the United States. The recent 
decline in the value of the U.S. dollar should assist American 
firms in the local market place. 


BEST SALES PROSPECTS 


U.S. suppliers will find that sales prospects are best for 
hotel equipment and furnishings, agricultural and high-value 
food products, medical equipment, sophisticated business 
equipment, commercial and home security equipment, industrial 
safety equipment, plastic materials and resins, and 
telecommunications equipment. The major categories are 
highlighted below. 


There are 14 hotel projects now under construction in Hong Kong 
that will add 2,400 rooms in 1986, 1,970 rooms in 1987 and 
4,010 rooms in 1989. All of these hotel projects will offer 
American suppliers of building materials, carpet and 
upholstery, kitchen equipment and a myriad of other products 
opportunities for substantial sales. In addition to the Hong 
Kong market, many of the same local investors also have sister 
projects underway in China, making Hong Kong an ideal place to 
promote hotel-related products. 


As a major financial center, Hong Kong has a strong demand for 
business and office equipment as well as computers, peripherals 
and software. Moreover, there is increased interest among Hong 
Kong industrialists in the computerization of manufacturing 
processes and design work. Best prospects are for space- and 
labor-saving office, information processing and 
telecommunications equipment. Both hardware and software that 
have local applications in these areas will be in demand. 


Hong Kong has been, and is likely to remain, an important 
market for American foods and farm commodities. It is the 
fifth largest market for U.S. agricultural exports among the 
Asian countries, and the second largest importer of 
high-value/value-added agricultural products in Asia. The 
value of U.S. agricultural exports to Hong Kong has increased 
from US$206 million in 1976 to US$388 million in 1985. Ona 
per capita basis, Hong Kong consumed more than $50 worth of 
U.S. agricultural products last year. The best opportunities 
for U.S. products will continue to be in fresh fruits and 


vegetables, poultry, ginseng, wheat, eggs , tobacco, beef, 
8 


furskins, prepared animal feeds, and high-value food products. 
Hong Kong's new hospitals and ners health care facilities, 
as well as a growing re-export market for medical equipment in 
third countries such as China, offer good opportunities for 
U.S. suppliers of medical and health care equipment. 
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The demand for commercial security equipment is on the rise 
because Hong Kong's insurance firms now require retail outlets 
handling high-value merchandise to install adequate security 
systems before providing them insurance. In addition, the 
increasing affluence of the Hong Kong populace has resulted in 
demand for more domestic safety equipment. The Hong Kong 
Government's emphasis in recent years on industrial safety and 
enforcement of safety ordinances has created a market for 
industrial safety equipment. 


Hong Kong's telecommunications market is concentrated, 
well-managed, unrestricted, and technologically sophisticated. 
It offers considerable export opportunities for U.S. suppliers 
of non-consumer type telecommunications equipment, provided the 
products meet international (other than North American) 
telecommunications standards or compatibility. 


Hong Kong's plastics industry, which depends on imports of raw 
and semimanufactured materials, is expected to provide 
increasing export opportunities for U.S. producers of plastic 
materials and resins. Fueled by local demand, a sizeable 
re-export market in China, and the decline in oil prices, Hon 
Kong's plastics industry is projected to experience respevveble 
growth in 1986. 


The rising affluence of Hong Kong's population has created a 
growing demand for sporting equipment, household labor-saving 
devices, convenience items, small appliances, linens, towels, 
and cotton bedsheets. 


Another market which may develop into trade opportunities for 
American firms in the next several years is franchising in a 
variety of sectors. The food industry in Hong Kong has already 
pioneered successful franchising and potential exists in areas 


such as car rental, hotel management, convenience stores, and 
courier services. 


For additional information on best prospects for U.S. exports 
to Hong Kong, tile U.S. Departments of Commerce and Agriculture 
have more detailed information available for American business 
firms. 


INVESTMENT OPPORTUNITIES 


The United States is the largest foreign investor in Hong 
Kong's manufacturing sector, accounting for over 53% of the 
total in 1985. U.S. investment can provide capital, advanced 
technology, and managerial know-how to assist Hong Kong in 
developing its economy, and to develop new markets for U.S. 
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products. The more promising investment areas are: computer 
assembly and software, business machines, automated industrial 
controls and advanced consumer electronics; electrical 
equipment, including motors, transformers, electrical 
accessories and electrical appliances, optics, including 
cameras, microscopes, glasses and binoculars, 
telecommunications equipment, ranging from push button 
telephones to terminal equipment; light industrial metal 
manufacturing, processing and engineering equipment and basic 
plastic material manufacturing equipment, including the full 
range of advanced finished products and components made of 
plastic materials. 


Potential deterrents to investment in Hong Kong include 
over-crowding, the cost of office and res Maat iat space, and 
strained (though excellent) infrastructure facilities, 
particularly in the transport sector. On the other hand, Hong 
Kong offers substantial advantages: a well-founded code of 
commercial law, ready availability of professional services, 
skilled labor, a government sympathetic to business concerns 
and excellent communications. 


THE CHINA DIMENSION 


With China's growing openness to foreign trade, Hong Kong has 
continued to play a key role as an entrepot for China trade. 

In 1985, 15 percent of China's US$69 .6 billion in foreign trade 
passed through Hong Kong. U.S. firms in China trade have 
especially enjoyed the advantages of Hong Kong's position as a 
key entrepot, and US$2 billion in goods or 25 percent of all of 
the United States' trade with China passed through Hong Kong in 
1985. China has especially relied on Hong Kong for its exports 
to the United Sates, transhipping some US$1 .4 billion in goods 
in 1985 or about 33 percent of all Chinese exports to the 
United States. 


Hong Kong remains the natural center for doing business with 
China. Even though China has become more accessible to foreign 
traders in recent years, many China traders continue to prefer 
Hong Kong as a base of operations. Since the agreement that 
Hong Kong will revert to China in 1997, there has been a 
significant increase in the number of PRC officials and 
businessmen coming to Hong Kong, seeking to purchase oe 
technology, to attract foreign investment and to set up offices 


in —— Kong. The substantial growth in China's commercial and 
c 


economic presence in Hong Kong has created new opportunities 
for U.S. businessmen to make contacts with Chinese officialdom 
never before present. 
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Hong Kong offers a variety of other services for U.S. 
businessmen interested in exploring the China market. Local 
employees are often fluent in English, Cantonese and Mandarin. 
Consulting firms offer a wide range of necessary services, 
including legal advice, accountancy, travel arrangements, 
crendbaties. packaging, shipping and market surveys. Hong 
Kong's active American Chamber of Commerce arranges numerous 


programs and has special action committees for developing the 
China market. 


The close economic and commercial integration between Hong Kong 
and China's Pearl River Delta in southern Guangdong Province 
means that U.S. businessmen can also take advantage of Chinese 
labor and experience in processing a whole range of light 
industrial products and electronics goods. The region also 
provides opportunities for U.S. firms interested in food 
processing and the development of agricultural side products. 
In particular, during the past several years, Hong Kong has 
become a staging base for numerous livestock, feedmill and food 
processing joint ventures in South China, making Hong Kong a 


good venue for exploring agribusiness opportunities with the 
PRC. 


Moreover, Hong Kong is the next door neighbor of two of China's 
special economic zones -- Zhuhai and Shenzhen. Transportation 
and communication links between Hong Kong and the two special 

economic zones as well as with the whole of Southern China have 


grown significantly in recent years, expediting trade and 
commercial ties with the world, and facilitating easy access by 
firms doing business in China to a broad spectrum of financial 
and business-related services in Hong Kong. 








